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1: Price Stability versus Full Employment: The Phillips Curve Dilemma
Full employment and price stabilisation are also the incompatible objectives of monetary policy, since there is a trade-off
between the rate of unemployment and the rate of inflation. To curb inflation, a contractionary monetary policy is
needed.

The objections which are raised are mostly not the objections of experience or of practical men. Keynes in a
pamphlet to support Lloyd George in the election. Most readers would interpret this statement as referring to
only cyclical, deficient-demand , or "involuntary" unemployment discussed below but not to unemployment
existing as "full employment" mismatch and frictional unemployment. This is because, writing in , Keynes
was discussing a period in which the unemployment rate had been persistently above most conceptions of
what corresponds to full employment. That is, a situation where a tenth of the population and thus a larger
percentage of the labor force is unemployed involves a disaster. One major difference between Keynes and the
Classical economists was that while the latter saw "full employment" as the normal state of affairs with a
free-market economy except for short periods of adjustment , Keynes saw the possibility of persistent
aggregate-demand failure causing unemployment rates to exceed those corresponding to full employment. Put
differently, while Classical economists saw all unemployment as "voluntary", Keynes saw the possibility that
involuntary unemployment can exist when the demand for final products is low compared to potential output.
This can be seen in his later and more serious work. In his General Theory of Employment, Interest, and
Money, chapter 2, he used a definition that should be familiar to modern macroeconomics: This state of affairs
we shall describe as "full" employment, both "frictional" and "voluntary" unemployment being consistent with
"full" employment thus defined. More theoretically, Keynes had two main definitions of full employment,
which he saw as equivalent. His first main definition of full employment involves the absence of "involuntary"
unemployment: That is, the real wage rate and the amount of employment correspond to a point on the
aggregate supply curve of labor that is assumed to exist. In contrast, a situation with less than full employment
and thus involuntary unemployment would have the real wage above the supply price of labor. That is, the
employment situation corresponds to a point above and to the left of the aggregate supply curve of labor:
Second, in chapter 3, Keynes saw full employment as a situation where "a further increase in the value of the
effective demand will no longer be accompanied by any increase in output. An alternative, though equivalent,
criterion is that at which we have now arrived, namely a situation, in which aggregate employment is inelastic
in response to an increase in the effective demand for its output. Thus, full employment of labor corresponds
to potential output. Whilst full employment is often an aim for an economy, most economists see it as more
beneficial to have some level of unemployment, especially of the frictional sort. In theory, this keeps the labor
market flexible, allowing room for new innovations and investment. As in the NAIRU theory, the existence of
some unemployment is required to avoid accelerating inflation. For the United States, they estimate it as being
5. On the one hand, in Keynesian economists such as Paul Krugman of Princeton University see
unemployment rates as too high relative to full employment and the NAIRU and thus favor increasing the
aggregate demand for goods and services and thus labor in order to reduce unemployment. On the other hand,
pointing to shortages of some skilled workers, some businesspeople and Classical economists suggest that the
U. That is, only some frictional or voluntary unemployment would exist, where workers are temporarily
searching for new jobs and are thus voluntarily unemployed. This type of unemployment involves workers
"shopping" for the best jobs at the same time that employers "shop" for the best possible employees to serve
their needs. Unemployment at Beveridge Full Employment[ edit ] William Beveridge defined "full
employment" as where the number of unemployed workers equaled the number of job vacancies available
while preferring that the economy be kept above that full employment level in order to allow maximum
economic production. But the point is that this definition allows for some unemployment. To see this, assume
that frictional and mismatch unemployment can be separated. At Beveridge full employment, in the case of
frictional unemployment the number of job-seekers corresponds to an equal number of job openings:
Similarly,at Beveridge full employment, the number of people suffering from mismatch or structural
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unemployment equals the number of vacancies. The problem here is that the skills and geographical locations
of the unemployed workers does not correspond to the skill requirements and locations of the vacancies. In
terms of supply and demand, Classical or neoclassical unemployment results from the actual real wage
exceeding the equilibrium real wage, so that the quantity of labor demanded and the number of vacancies is
less than the quantity of labor supplied and the number of unemployed workers. In the Classical theory, the
problem is that real wages are rigid, i. In theory, this might happen because of minimum wage laws and other
interference with "free markets" that prevent the attainment of market perfection. Classical economists favor
making labor markets more like the ideal competitive marketâ€”and so making real wages more flexibleâ€”in
order to deal with this kind of unemployment. The neoclassical theory, in contrast, follows John Maynard
Keynes and more importantly, Milton Friedman to blame inflexible money or nominal wages for low
employment relative to full employment. If the money wage is fixed, the real wage is fixed for any given
average price level, so that rigid money wages have the same effect as rigid real wages when the price level is
given. In this case, however, real wages can be depressed and Beveridge full employment restored if prices
rise relative to nominal wages. Alternatively, people could wait for the persistence of high unemployment to
eventually cause money wages to fall. This would have the same effect, reducing real wages and increasing
the quantity of labor demanded. One of the big debates in macroeconomics is whether it is better to deal with
neoclassical unemployment using a small amount of inflation or by waiting for markets to adjust. The problem
is that the demand for final products is limited by aggregate demand failure. Low demand for products below
potential output implies that there is a sales constraint on the labor market to the left of equilibrium so that the
quantity of labor demanded is below the amount that would be demanded if the aggregate demand for products
was sufficient what Robert Clower called the notional demand for labor. In terms of neoclassical theory, the
prevailing real wage is less than the marginal physical product of labor in this situation. In the absence of the
sales constraint, profit-maximizing employers would hire unemployed workers as long as this inequality is
true, moving the labor markets toward full employment. However, the sales constraint means that the extra
product of these workers could not be sold. Thus, employers would not hire the unemployed until aggregate
demand rose, which would shift the sales constraint to the right, allowing more employment of labor. In this
situation, Keynesians recommend policies that raise the aggregate demand for final products and thus the
aggregate demand for workers. The economic literature concerning the Phillips Curve and the NAIRU moved
away from the direct examination of labor market to focus instead on the behavior of inflation rates at
different unemployment rates. That is, while Beveridge and Keynes saw full-employment unemployment as
where the supply of and the demand for labor were in balance, later views saw it as a threshold which should
not be crossed, since low unemployment causes serious inflation. The Phillips curves[ edit ] The theories
behind the Phillips curve pointed to the inflationary costs of lowering the unemployment rate. That is, as
unemployment rates fell and the economy approached full employment, the inflation rate would rise. But this
theory also says that there is no single unemployment number that one can point to as the "full employment"
rate. Instead, there is a trade-off between unemployment and inflation: Though their theory had been proposed
by the Keynesian economist Abba Lerner several years before Lerner , Chapter 15 , it was the work of Milton
Friedman , leader of the monetarist school of economics, and Edmund Phelps that ended the popularity of this
concept of full employment. He called it the "natural" rate of unemployment. Instead of being a matter of
opinion and normative judgment, it is something we are stuck with, even if it is unknown. Further, rather than
trying to attain full employment, Friedman argues that policy-makers should try to keep prices stable meaning
a low or even a zero inflation rate. If this policy is sustained, he suggests that a free-market economy will
gravitate to the "natural" rate of unemployment automatically. It has been called the "inflation threshold"
unemployment rate or the inflation barrier. This includes frictional, mismatch, and Classical unemployment.
When the actual unemployment rate equals the NAIRU, there is no cyclical or deficient-demand
unemployment. Thus, the actual unemployment rate falls, as going from point A to B in the nearby graph. As
the short-run Phillips curve theory indicates, higher inflation rate results from low unemployment. That is, in
terms of the "trade-off" theory, low unemployment can be "bought," paid for by suffering from higher
inflation. Then, if workers and employers expect higher inflation, it results in higher inflation, as higher
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money wages are passed on to consumers as higher prices. This causes the short run Phillips curve to shift to
the right and upward, worsening the trade-off between inflation and unemployment. At a given unemployment
rate, inflation accelerates. But if the unemployment rate rises to equal the NAIRU, we see higher inflation than
before the expansionary policies, as at point C in the nearby diagram. The fall of the unemployment rate was
temporary because it could not be sustained. In sum, the trade-off between inflation and unemployment cannot
be relied upon to be stable: Second, examine the other main case. Then, either shrinking government budget
deficits or rising government surpluses or rising real interest rates encourage higher unemployment. High
unemployment leads to lower inflation, which in turn causes lower inflationary expectations and a further
round of lower inflation. Finally, the NAIRU theory says that the inflation rate does not rise or fall when the
unemployment equals the "natural" rate. In macroeconomics, the case where the actual unemployment rate
equals the NAIRU is seen as the long-run equilibrium because there are no forces inside the normal workings
of the economy that cause the inflation rate to rise or fall. While the short-run Phillips curve is based on a
constant rate of inflationary expectations, the long-run Phillips curve reflects full adjustment of inflationary
expectations to the actual experience of inflation in the economy. Unlike the currently dominant view, Lerner
saw a range of "full employment" unemployment rates. Lerner distinguished between "high" full employment,
which was the lowest sustainable unemployment under incomes policies , and "low" full employment, i.
Further, it is possible that the value of the NAIRU depends on government policy, rather than being "natural"
and unvarying. A government can attempt to make people "employable" by both positive means e. These
policies do not necessarily create full employment. Instead, the point is to reduces the amount of mismatch
unemployment by facilitating the linking of unemployed workers with the available jobs by training them and
or subsidizing their moving to the geographic location of the jobs. In addition, the hysteresis hypothesis says
that the NAIRU does not stay the same over timeâ€”and can change due to economic policy. On the other
hand, high unemployment makes it more difficult for those workers to adjust, while hurting their morale,
job-seeking skills, and the value of their work skills. Uncertainty[ edit ] Whatever the definition of full
employment, it is difficult to discover exactly what unemployment rate it corresponds to. The idea that the
full-employment unemployment rate NAIRU is not a unique number has been seen in recent empirical
research. In between, he found that inflation falls with falling unemployment. Policy[ edit ] The active pursuit
of national full employment through interventionist government policies is associated with Keynesian
economics and marked the postwar agenda of many Western nations, until the stagflation of the s. Australia[
edit ] Australia was the first country in the world in which full employment in a capitalist society was made
official policy by its government. On May 30, , The Australian Labor Party Prime Minister John Curtin and
his Employment Minister John Dedman proposed a white paper in the Australian House of Representatives
titled Full Employment In Australia , the first time any government apart from totalitarian regimes had
unequivocally committed itself to providing work for any person who was willing and able to work.
Conditions of full employment lasted in Australia from to This had been preceded by the Harvester Judgment
, establishing the basic wage a living wage ; while this earlier case was overturned, it remained influential.
United States[ edit ] The United States is, as a statutory matter, committed to full employment; the
government is empowered to effect this goal. The act was passed in the aftermath of World War II , when it
was feared that demobilization would result in a depression, as it had following World War I in the Depression
of â€”21 , while the act was passed following the â€”75 recession and in the midst of continuing high
inflation. The law states that full employment is one of four economic goals, in concert with growth in
production, price stability , balance of trade , and budget , and that the US shall rely primarily on private
enterprise to achieve these goals. These jobs are required to be in the lower ranges of skill and pay so as to not
draw the workforce away from the private sector. However, since the passage of this Act in , the US has, as of
[update] , never achieved this level of employment on the national level, [15] though some states have neared
it or met it, nor has such a reservoir of public employment been created.
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2: Full Employment AND Price Stability - The Center of the Universe
The current monetary system can sustain both full employment and price stability over the short and long run. It will be
shown that: 1) Unemployment equates to the Federal budget deficit being too small, and.

I taught at Princeton for seventeen years--more often than not in Bowl 1, in the deep, dark basement of
Robertson Hall--and my wife Anna and I raised our two children here. Like all good New Jerseyans, we will
always think of our home address in terms of a Turnpike exit--in our case, Exit 9. President Wilson made the
establishment of the Federal Reserve one of his early legislative priorities, signing the Federal Reserve Act
into law in December , less than a year after taking office. Wilson helped to negotiate the complex political
compromises that finally gave the nation a permanent central bank, following two earlier failed attempts. To
simplify a complex history, earlier attempts to stabilize the monetary arrangements of the United States had
frequently been roiled by perceived conflicts of interest between on the one hand the farmers and tradespeople
of Main Street America, who believed that they were most advantaged by policies of easy credit, and on the
other hand the financial barons of Wall Street, who, as creditors and bondholders, preferred "hard-money,"
low-inflation policies. Recognizing that all parties would be served by a central bank that could help contain
the periodic financial crises that afflicted the U. In particular, the Federal Reserve was given a regional
structure, with twelve Reserve Banks that were distributed around the country and were empowered to
represent sectional interests and to respond to local conditions. Although Wilson understood the political and
practical advantages of decentralization, he also resisted some powerful proponents of a completely
decentralized system by supporting the creation of a Board of Governors in Washington to oversee and
coordinate the activities of the regional Reserve Banks. The mandate of the Federal Reserve System has
changed since the institution opened its doors in When the System was founded, its principal legal purpose
was to provide "an elastic currency," by which was meant a supply of credit that could fluctuate as needed to
meet seasonal and other changes in credit demand. In this regard, the Federal Reserve was an immediate
success. The seasonal fluctuations that had characterized short-term interest rates before the founding of the
Fed were almost immediately eliminated, removing a source of stress from the banking system and the
economy. Its current mandate, set formally in law in and reaffirmed in , requires the Federal Reserve to pursue
three objectives through its conduct of monetary policy: One of my goals today is to consider the relationships
among the three apparently disparate objectives of monetary policy. In particular, I will argue for what I
believe has become the consensus view, that the mandated goals of price stability and maximum employment
are almost entirely complementary. But that view did not always command the support that it does today.
Notably, during the s and early s, some policymakers appeared to believe that price stability and high
employment were substitutes, not complements. Specifically, some influential voices of the time argued that,
by accepting higher inflation, policymakers could bring about a permanently lower rate of unemployment. Of
course, fostering this sort of interaction between academic analysis and real-world policymaking is a principal
objective of the Woodrow Wilson School. It is both an end and a means of monetary policy. When prices are
stable, people can hold money for transactions and other purposes without having to worry that inflation will
eat away at the real value of their money balances. Equally important, stable prices allow people to rely on the
dollar as a measure of value when making long-term contracts, engaging in long-term planning, or borrowing
or lending for long periods. As economist Martin Feldstein has frequently pointed out, price stability also
permits tax laws, accounting rules, and the like to be expressed in dollar terms without being subject to
distortions arising from fluctuations in the value of money. Price stability allows that invention to work with
minimal friction. In principle, the problem of inflation could be reduced by the practice of indexing dollar
payments such as interest and wages to the price level, but people seem to find indexing costly and avoid it
when they can. It is interesting and instructive, for example, that the indexation of wages to prices in labor
contracts has always been quite limited in the United States; some indexation was used during the
high-inflation s but the practice has been substantially reduced since then. Moreover, some countries that
adopted indexing during high-inflation periods, such as Brazil and Israel, largely abandoned the practice when

Page 4

FULL EMPLOYMENT VERSUS PRICE STABILITY pdf
inflation receded. Borrowers and lenders likewise seem to prefer to contract in dollar terms, although
inflation-indexed financial instruments have gained wider acceptance in recent years. Borrowing and lending
in dollar terms, particularly for long periods, requires confidence that the purchasing power of the currency
will be stable and predictable. The savings and loan crisis of the s, which cost U. These losses effectively
de-capitalized the savings and loans, helping to set the stage for the problems that followed. Although price
stability is an end of monetary policy, it is also a means by which policy can achieve its other objectives. In
the jargon, price stability is both a goal and an intermediate target of policy. As I will discuss, when prices are
stable, both economic growth and stability are likely to be enhanced, and long-term interest rates are likely to
be moderate. Thus, even a policymaker who places relatively less weight on price stability as a goal in its own
right should be careful to maintain price stability as a means of advancing other critical objectives. Let me
elaborate briefly on the relationship between price stability and the other two goals of monetary policy. First,
price stability promotes efficiency and long-term growth by providing a monetary and financial environment
in which economic decisions can be made and markets can operate without concern about unpredictable
fluctuations in the purchasing power of money. As I have already noted, the dollar provides a reasonably
secure gauge of real economic values only when inflation is low and stable. High and variable inflation
degrades the quality of the signals coming from the price system, as producers and consumers find it difficult
to distinguish price changes arising from changes in product supplies and demands from changes arising from
general inflation. High inflation also complicates long-term economic planning, creating incentives for
households and firms to shorten their horizons and to spend resources in managing inflation risk rather than
focusing on the most productive activities. Research is not definitive about the extent to which price stability
enhances economic growth. We do not have controlled experiments in macroeconomics, and inflation and
growth are both endogenous variables that respond jointly to many factors. Nevertheless, I am confident that
the effect is positive and see the international experience as at least consistent with the view that, in
combination with other sound policies, the maintenance of price stability has quite significant benefits for
efficiency and growth. That view appears to be widely shared among policymakers, as governments around
the world have made extensive efforts to bring inflation down over the past two decades or so, with substantial
success. More recently, the evidence has mounted not only that low and stable inflation is beneficial for
growth and employment in the long-term but also that it contributes importantly to greater stability of output
and employment in the short to medium term. Specifically, during the past twenty years or so, in the United
States and other industrial countries the volatility of both inflation and output have significantly decreased--a
phenomenon known to economists as the Great Moderation Bernanke, This finding challenges some
conventional economic views, according to which greater stability of inflation can be achieved only by
allowing greater fluctuations in output and employment. In a virtuous circle, stable inflation expectations help
the central bank to keep inflation low even as it retains substantial freedom to respond to disturbances to the
broader economy. This mechanism can be illustrated by comparing the effects of the recent rise in oil prices to
the effects of the oil price increases of the s. With little confidence that the Fed would keep inflation low and
stable, the public at that time reacted to the oil price increases by anticipating that inflation would rise still
further. A destabilizing wage-price spiral ensued as firms and workers competed to "keep up" with inflation.
The Fed, attempting to gain control of the deteriorating inflation situation, raised interest rates sharply;
however, initially at least, these increases proved insufficient to control inflation or inflation expectations, and
they added substantially to the volatility of output and employment. The episode highlights the crucial
importance of keeping inflation expectations low and stable, which can be done only if inflation itself is low
and stable. By contrast, the oil price increases of recent years appear to have had only a limited effect on core
inflation that is, inflation in the prices of goods other than energy and food , nor do they appear to have
generated significant macroeconomic volatility. Several factors account for the better performance of the
economy in the recent episode, including improvements in energy efficiency and in the overall flexibility and
resiliency of the economy. But, the crucial difference from the s, in my view, is that today inflation
expectations are low and stable as shown, for example, by many surveys and a variety of financial indicators.
Oil price increases in the past few years, unlike in the s, have not fed through to any great extent into
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longer-term inflation expectations and core inflation, as the public has shown confidence that any increases in
inflation will be temporary and that, in the long run, inflation will remain low. As a result, the Fed has not had
to raise interest rates sharply as it did in the s but instead has been able to pursue a policy that is more gradual
and predictable. Of course, the relatively benign state of inflation expectations we enjoy today has not come
automatically. The anchoring of inflation expectations in a narrow range has been the product of Fed policies
that have kept actual inflation low in recent years, clear communication of those policies, and an institutional
commitment to price stability. As first pointed out by the economist Irving Fisher, interest rates will tend to
move in tandem with changes in expected inflation, as lenders require compensation for the loss in purchasing
power of their principal over the period of the loan. When inflation is expected to be low, lenders will require
less compensation, and thus interest rates will tend to be low as well. In addition, because price stability and
the associated macroeconomic stability reduce the risks of holding long-term bonds and other securities, price
stability may also reduce the premiums that lenders charge for bearing risk, lowering the overall level of rates.
The Origins of the Modern Consensus on Price Stability I have briefly laid out the modern consensus that
price stability, besides being desirable in itself, tends also to increase economic growth and stability. As I
noted earlier, however, this view is quite different from the one that prevailed forty years ago. At that time, the
ascendant paradigm was that society faced a long-term tradeoff between price stability and high employment.
Implied in this position was a potential conflict between defenders of "hard money" and supporters of easy
credit that echoed, at least faintly, the political conflicts that Wilson faced in setting up the Federal Reserve.
The development of the modern consensus was a fascinating example of the way economic science progresses
through the interaction of academic research and policy experience--exactly the kind of activity that the
Woodrow Wilson School was designed to promote. Thus I thought I might briefly describe the evolution of
that consensus here today. Phillips, using British data, showed that historically inflation had tended to be high
in years in which unemployment was low. Similar results were subsequently reported for the United States.
But that did not stop others from doing so. In the decade following the publication of his paper, his empirical
finding was sometimes interpreted including, for example, by members of the Kennedy and Johnson
Administrations as showing that policymakers could choose permanently lower unemployment if they were
willing to accept permanently higher inflation in exchange. Scholars disagree somewhat about the extent to
which policymakers of the time tried actively to take advantage of this supposed tradeoff, but these ideas
likely provided part of the intellectual rationale that made the authorities willing to allow inflation to rise
throughout the s and in the early s. The idea of the permanent tradeoff did not go unchallenged, however. In ,
economists Milton Friedman and Edmund Phelps independently produced influential critiques of this view.
Their key contribution was to observe that, if inflation expectations react to changes in actual inflation in an
economically reasonable way, then any tradeoff between inflation and unemployment would be short-lived at
best. The combination of higher prices for their output and fixed nominal wages would raise the profitability
of increasing production; thus, assuming that more workers are available at the previously fixed wage, firms
would respond to the rise in prices by adding workers. Over a short period, then, higher inflation might bring
lower unemployment, consistent with the empirical results found by Phillips. Higher inflation expectations
would in turn lead workers to bargain for commensurate raises in nominal wages to preserve the real value of
their earnings. With nominal wages rising as well as prices, firms would no longer have an incentive to hire
additional workers, and employment would return to its normal level. An attempt to stimulate the economy by
choosing a permanently higher level of inflation could thus not succeed, according to this analysis; such an
attempt would leave the economy with higher inflation but a level of employment no different than it would
have been otherwise. This work was both brilliant and prescient. In particular, among the seminal
contributions of the Friedman and Phelps analyses was the identification of the key role of inflation
expectations in determining the behavior of the economy, a point that remains central to our thinking today.
Moreover, the performance of the U. The inflationary policies of the s led not to permanently lower
unemployment, as the permanent-tradeoff theory predicted, but instead to persistently higher inflation with no
improvement in unemployment. The volatility of output and especially inflation both increased, as the Fed
struggled to contain inflation expectations. Other factors, including the aforementioned surge in oil prices,
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played a role in the deterioration of economic performance in the s. Clearly, though, the theory that a long-run
tradeoff exists between inflation and unemployment had sprung a serious leak. Despite a growing recognition
that higher inflation provided no labor-market benefits, there was, until the end of the s, little appetite for
taking the actions necessary to reduce inflation. For one thing, economists and policymakers recognized that
reversing the rise in inflation expectations that had occurred during the s could take time and that, during the
process, the nation could suffer ultimately transitory but still-serious increases in unemployment. Furthermore,
at the time, it was widely believed among economists that any stable level of inflation would be as good as
another. Although the efficiency costs associated with high inflation were acknowledged, the costs were
thought to be associated mostly with changes in the underlying rate of inflation--particularly unexpected
changes. In addition, many economists argued that the efficiency costs of inflation were not particularly large.
In his Nobel Prize address, Friedman laid out the modern argument--that, because it harms the efficient
operation of markets, high inflation is more likely to raise unemployment than to lower it--and he used the
experience of the s to illustrate his point. Volcker, by the way, was Princeton class of , and he wrote his senior
thesis on the Federal Reserve. In his first testimonies and speeches after becoming Chairman, Volcker
emphasized many of the arguments developed by academics for how inflation interfered with the efficient
working of the economy. In a speech given just after the Federal Open Market Committee announced its
adoption of a monetarist-style policy approach in October , Volcker dismissed the notion that lowering
inflation meant accepting permanently higher unemployment and suggested instead that the reverse was more
likely to be the case. After , however, policymakers increasingly began to set the intellectual pace.
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3: The Fed - The Benefits of Price Stability
Price Stability versus Full Employment: The Phillips Curve Dilemma Reconsidered Dipl. oec. Johannes A. Schwarzer
Mai Kumulative Dissertation zur Erlangung.

Capital used for transportation, communication, and energy delivery. This is often termed social overhead
capital because it provides the basic capital foundation needed by an economy before business capital can
adequately do its job. Five conditions of the mixed economy, including full employment, stability, economic
growth, efficiency, and equity, that are generally desired by society and pursued by governments through
economic policies. The five goals are typically divided into the three that are most important for
macroeconomics the macroeconomic goals of full employment, stability and economic growth and the two
that are most important for microeconomics the microeconomic goals of efficiency and equity. A direct
reflection of the scarcity problem is that human beings have always sought ways to improve their lives and
living standard s. On a society-wide basis these actions are commonly guided by the pursuit of generally
accepted economic goals. First consider the five goals in more detail. Microeconomic Goals Five Goals
Efficiency and equity are the two microeconomic goals most relevant to markets, industries, and parts of the
economy, and are thus important to the study of microeconomics. Efficiency is achieved when society is able
to get the greatest amount of satisfaction from available resources. With efficiency , society cannot change the
way resources are used in any way that would increase the total amount of satisfaction obtained by society.
The pervasive scarcity problem is best addressed when limited resources are used to satisfy as many wants and
needs as possible. While efficiency is indicated by equality between demand price and supply price for a given
market, there are no clear-cut comprehensive indicators for attaining this efficiency goal. While it is possible,
in theory, to pinpoint what is needed for efficiency, the complexity of the economy makes the task difficult to
accomplish in practice. Equity is achieved when income and wealth are fairly distributed within a society.
Almost everyone wants a fair distribution. However, what constitutes a fair and equitable distribution is
debatable. Some might contend that equity is achieved when everyone has the same income and wealth.
Others contend that equity results when people receive income and wealth based on the value of their
production. Still others argue that equity is achieved when each has only the income and wealth that they need.
Equity means income and wealth are distributed according to a standard of fairness. But what is the fairness
standard? It could be equality. Or it could be the productive value of resources. Or it could be need. Standards
for equity moves into the realm of normative economics. Macroeconomic Goals Full employment, stability ,
and economic growth are the three macroeconomic goals most relevant to the aggregate economy and
consequently are of prime importance to the study of macroeconomics. Full employment is achieved when all
available resources labor , capital , land , and entrepreneurship are used to produce goods and services. This
goal is commonly indicated by the employment of labor resources measured by the unemployment rate.
However, all resources in the economy--labor, capital, land, and entrepreneurship--are important to this goal.
The economy benefits from full employment because resources produce the goods that satisfy the wants and
needs that lessen the scarcity problem. If the resources are not employed, then they are not producing and
satisfaction is not achieved. Stability is achieved by avoiding or limiting fluctuations in production,
employment, and prices. Stability seeks to avoid the recessionary declines and inflationary expansions of
business cycles. This goal is indicated by month-to-month and year-to-year changes in various economic
measures, such as the inflation rate , the unemployment rate, and the growth rate of production. If these remain
unchanged, then stability is at hand. Maintaining stability is beneficial because it means uncertainty and
disruptions in the economy are avoided. It means consumers and businesses can safely pursue long-term
consumption and production plans. Policy makers are usually most concerned with price stability and the
inflation rate. This goal is best indicated by measuring the growth rate of production. If the economy produces
more goods this year than last, then it is growing. Economic growth is also indicated by increases in the
quantities of the resources--labor, capital, land, and entrepreneurship--used to produce goods. With economic
growth, society gets more goods that can be used to satisfy more wants and needs--people are better off; living
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standards rise; and scarcity is less of a problem. Tradeoffs The five economic goals of full employment,
stability, economic growth, efficiency, and equity are widely considered to be beneficial and worth pursuing.
Each goal, achieved by itself, improves the overall well-being of society. Greater employment is typically
better than less. Stable prices are better than inflation. Economic growth is better than stagnation. Efficiency is
better than inefficiency. An equitable distribution is better than inequality. However, the pursuit of one goal
often restricts attainment of others. For example, policies that promote efficiency might create unemployment
or policies that improve equity might limit economic growth. Consider a few hypothetical situations, depicted
by the hypothetical Republic of Northwest Queoldiolia, in which the pursuit of one goal limits achieving
another goal. Full Employment and Stability: The Central Bank of Northwest Queoldiolia seeks to promote
lower rates of unemployment through expansionary monetary policy. The economy expands, unemployment
falls, and full employment is achieved, but inflation emerges from the over stimulated economy. The Congress
of Northwest Queoldiolia seeks to address historical ethnic inequities by establishing an affirmative action
program. Opportunities for ethnic minorities provided by the program enable more equal distributions of
income and wealth, but efficiency is prevented because some of the employed workers are less skilled at their
jobs. Economic Growth and Full Employment: Seeking to keep pace with economic growth in neighboring
Southeast Queoldiolia, the President of Northwest Queoldiolia enacts an intense program of scientific research
and development. The program bears ample fruit, creating scores of new technological innovations that lead to
high rates of economic growth, but implementation of the innovations disrupts the economy by throwing
millions of people who lack the necessary skills or training needed by the new technologies out of work.
Policies and Politics The pursuit of these five economic goals is inherently an act of normative economics. In
fact, the normative part of normative economics is based on the word "norm" which is synonymous with the
word "goal. In a mixed economy , the pursuit of these goals is largely directed by governments. This, of
course, brings into play the wonderful world of politics and never-ending debates over which of these five
goals is most worth pursuing with economic policies. As the discussion turns to politics and policies, two
viewpoints tend to emerge-- liberal and conservative. Generalities are, of course, fraught with exceptions.
However, with that caution in mind, each of the two political views have historically placed greater emphasis
on the attainment of some goals over others. On the macroeconomic side, liberals have tended to seek full
employment over stability and economic growth. Conservatives, in contrast, have sought economic growth
and stability, especially price stability, more so than full employment. On the microeconomic side, liberals
have tended to prefer equity over efficiency and conservatives have usually preferred efficiency over equity.
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The Center for Full Employment and Price Stability is a non-partisan, non-profit policy institute at the University of
Missouri - Kansas City dedicated to promoting research and public discussion of issues related to macroeconomic and
monetary policy, especially employment and budgetary policy.

Taking out mortgage repayments is considered a useful adjustment because the UK housing market plays a
significant role in the wider macro-economy. Interest rates, which affect mortgage rates, are part of
anti-inflationary policy, so it is argued there is a good reason to exclude mortgage costs. Hence, monitoring
changes in the RPIx allows policy makers to see the underlying trend in inflation. Changes in VAT distort
inflation data, and make the index less accurate in terms of measuring underlying inflationary pressure, hence
it may be useful, at times of increasing VAT rates, to exclude the effects of these changes on retail prices. This
is because it can continually capture the effects of changes in consumer spending patterns in response to
inflation or deflation. Adjustment A potential problem with price indices is that they may not adjust quickly
enough to reflect changes in spending. Indices are based on a sample of goods and services which are
weighted according to how important the good is to the consumer. The importance of a good is based on how
much of household income is spent on a product. Consumers are likely to respond, and reduce their holiday
spending. However, the older RPI could not be adjusted so quickly, and could not resolve the problem of
changing spending patterns. The CPI gives a higher weighting to energy costs, so change in oil prices have a
bigger impact on the CPI inflation rate. Evaluation of all indices In general terms all indices can be criticised
for a number of reasons, including: Are the samples representative? If we look at specific types of household,
we can get quite different measures of inflation to the general index. For example, if in a given year, the prices
of textbooks and rented accommodation for students rise above the average inflation rate, a household made
up of students may face a relatively high inflation rate compared with a more typical household. In addition,
there is likely to be a regional variation from the average. Do goods stay the same over time? The vehicle may
be faster, more efficient on petrol, more comfortable, and safer - so much of the price increase is due to
improvements in the vehicle and not to inflation. When products are fairly standardised, like a litre of milk, or
a loaf of bread, quality changes will be small, and the price index will give a more accurate reading of genuine
price inflation. With non-standardised products, indices are far less useful. The recently highlighted problem
of shrink-flation, where many producers have reduced the physical size or volume of their manufactured
goods, is further evidence of how true inflation rates can be hidden. How up-to-date is the basket? Indices are
usually out of date because the basket used does do not always change quickly enough to reflect current
fashions and spending trends. Improvements have been made in terms of adding new goods to the basket, but
it still takes up to three years to include new products. Given that new technology products are initially sold at
premium prices, the implication is that the current basket always understates true inflation because of the time
lag in introducing new technology products. Why not measure capital goods prices? Only consumer goods
tend to be considered in price indices because the focus of inflation measurement is on households, and not on
firms. There is an argument that capital goods prices should be included in a general inflation index. In the UK
goods sector, inflation has fallen steadily over the last 15 years, with many goods actually deflating in price.
An index will average out these two sectors, and it is this average rate that forms the basis of policymaking
decisions. This certainly creates a dilemma for policy makers; should they be more conscious of service sector
inflation or of goods sector deflation? Targeting inflation It is generally recognised that a small amount of
inflation is acceptable, with the objective of monetary policy being low and predictable inflation rates.
Certainly, given a choice between mild inflation and mild deflation, mild inflation would be the chosen option.
Between , when the Bank of England was made independent, and the RPI target rate for inflation was 2. The
Bank of England must act by increasing or reducing interest rates to achieve this target. Following poor crop
harvests, rising food prices contributed to a surge in inflation during , which extended into During the rate of
inflation fell back as the costs shocks worked their way out of the system. The RPI often gives a higher value
for inflation when mortgage costs are high. This is down to the different weighting of housing and housing
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costs in the two indices. The RPI is often more volatile. A higher and more volatile RPI can be explained
because many housing costs, such as council tax and buildings insurance, have risen consistently over the last
15 years. In addition, the volatility of interest rates has had a significant impact on those households with
variable rate mortgages.
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Full employment plus financial stability requires a bigger tool kit People sometimes claim that there's a conflict here
between our first criteria for a progressive Fed governor (being extremely hawkish in targeting low unemployment) and
the second (not allowing bubbles to inflate to damaging sizes).

In other words, real economies that do not use money and money labor contracts to organize production e.
Slaves are always fully employed as well as are serfs in feudalismâ€¦â€¦. Finally it should be noted that herds
of animals, schools of fish, etc organize together to solve the economic problems of What? Without using
money, contracts or markets, these animals still face complex nonlinear problems in their search for food and
interaction with other herds. Yet animals never suffer from involuntary unemployment!. Professor Paul
Davidson PKT Archives Introduction The current monetary system can sustain both full employment and
price stability over the short and long run. It will be shown that: The government has embraced two primary
economic objectives: Ironically, it has chosen a monetary and fiscal policy that utilizes excess capacity,
including unemployment, to maintain price stability, obviating the possibility of simultaneous achievement of
both objectives. The focus of this analysis is on an entirely different option in which the government assumes
the role of employer of last resort ELR , eliminating involuntary unemployment, and price stability is
maintained by the government restraining the price it pays for the proposed supplementary ELR labor pool.
Government can proceed directly to zero unemployment by offering a public service job to anyone who wants
one as a supplement to the current budget. Furthermore, by fixing the wage paid under this ELR program at a
level that does not disrupt existing labor markets, i. The ELR program allows for the elimination of many
existing government welfare payments for anyone not specifically targeted for exemption, as desired by the
electorate. Minimum wage legislation would no longer be needed. Labor would welcome the safety net of a
guaranteed job, and business would recognize the benefit of a pool of available labor it could draw from at
some spread to the government wage paid to ELR employees. Additionally, the guaranteed public service job
would be a counter- cyclical influence, automatically increasing government employment and spending as
jobs were lost in the private sector, and decreasing government jobs and spending as the private sector
expanded. This ELR proposal at one level resembles workfare, which has been rejected by Congress, though
some state welfare reform programs are not unlike workfare. However, unlike this ELR proposal, the state
programs may be serving to create a new class of sub-minimum wage employees who are replacing regular
public employees. The ELR proposal also has characteristics similar to the current Federal unemployment
compensation policy. There are, however, significant differences as unemployment is 1 compensation is
payment for not working, 2 temporary, 3 does not cover everyone, and, 4 is less than the proposed ELR wage.
In addition to zero unemployment, it will be shown that this ELR policy establishes price stability not entirely
unlike many proposed income policies have been designed to do. However, an ELR program would,
nonetheless, face stiff opposition as it allows the federal budget deficit to float, with a high probability of
permanent and growing deficits. Therefore, this study will first focus on why the fear of deficits per se is
unwarranted. It is, however, designated by the government as the only means of discharging federal tax
liabilities. Tax liabilities are an ongoing debt the private sector owes the government, and they create a
continuous need for dollars. The private sector obtains the needed dollars primarily as payment for the transfer
of real goods and services to the government, and it is government spending or lending that provides the
dollars needed to pay taxes. For purposes of this analysis, government spending includes spending by the
government or any of its agents. For example, when the central bank buys foreign currency, it is the same, for
cash flow analysis, as the treasury buying military equipment. This is commonly referred to as viewing the
treasury and central bank on a consolidated basis. The imperative of taxation is to create sellers of real goods
and services willing to exchange them for the unit of account selected by the government. Dollar denominated
tax liabilities function to create sellers of real goods and services who must have dollars to extinguish their tax
liabilities. Raising revenue, per se, is of no consequence to the government, as dollars are not a limited
government resource, but a liability, or tax credit, that can be issued at will. The purchasing power of the
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government is limited only by what is offered for sale in exchange for dollars. Adam Smith page , Cannan
Edition recognized this Chartalist view: The favorite technique was taxation. Money taxes were introduced on
numerous items: Money to pay taxes was got by growing cash crops or working on European farms or in their
mines. Treasury Securities and Interest Rate Maintenance In the commercial banking system loans create
deposits as an accounting entry. Commercial bank reserve accounts at the Fed can be thought of as
non-interest bearing checking accounts at the Fed, and reserve requirements can be thought of as minimum
balance requirements. Reserve balances are assets of the member bank, and bank liabilities are assets of the
Fed. The consolidated ledger for the entire banking system is always in balance, with the exception of a few
operating factors, such as checks in the process of clearing. Total deposits in the commercial banking system
remain unchanged: Bank A and Bank B are in balance. Bank A has lost its deposit to Bank B. In this case,
Bank A can borrow from Bank B. It is possible to restore balance without intervention by the Fed. Total bank
deposits in the commercial banking system are reduced while total loans remain unchanged: The banking
system now has an overdraft at the Fed, known as a reserve deficiency, of If either bank originates a new loan
and creates a new deposit, assets and liabilities will increase equally, leaving the size of the deficiency
unchanged. Nor will repayment of existing loans modify the deficiency. For all practical purposes, a system
wide deficiency in the commercial banking system can only be alleviated by a transfer of funds from the Fed
to the reserve account of a member commercial bank. In this simple case, if the Federal Reserve loans back to
Bank A, the banking system regains balance. Beginning with the deficiency condition: The Fed replaces an
overdraft with a loan: Even if Bank A did not cover the deficiency, the Fed will book the overdraft as a loan
and charge an appropriate penalty. In that way, a deficiency is always covered by a loan from the Fed. The
variable is the rate, and possibly the collateral demanded by the Fed to secure the mandatory loan. Should
government spending exceed tax receipts, there is a budget deficit as defined for accounting purposes. Let us
assume the commercial banking system is in balance with all banks satisfied with their current reserve
balances as in figure 4: Assuming for simplicity there are no reserve requirements, this creates an imbalance in
the commercial banking system known as a system wide reserve excess. Since reserve accounts are not
interest bearing, a bank with a reserve excess will attempt to loan those funds to another bank. With no other
banks in deficit at the Fed, the overnight rate, known as the fed funds rate, would fall to 0 bid. All of these
constitute the transfer of funds to the Fed. Only a transfer of funds from the commercial banking system to the
Fed can diminish a reserve excess. Purchases and sales of securities by the Fed are called open market
operations. The normal operating procedure is for the Fed to offset factors that cause reserve imbalances,
called operating factors, with open market operations. The sale of newly issued government securities by
Treasury affects the private sector in exactly the same way as the sale of securities by the Fed from its
portfolio of existing government securities. Beginning with a reserve excess of The Fed sells Treasury
securities to Bank B: Now, Bank B is willing to pay interest to keep its deposits as it has of interest bearing
loans and of interest bearing Treasury securities to fund. A system wide reserve excess or shortage can only be
offset by transfers of funds to and from the Fed. Some form of interest bearing deposits, such as Treasury
securities, must be offered in the case of a reserve excess. Funds are loaned, either directly including
overdrafts or via open market purchases of securities, in the case of a reserve deficiency. The Fed requires
member banks to maintain minimum reserve balances known as required reserves. These do not pay interest,
and therefore reserve requirements constitute a bank tax equal to the rate of interest banks must pay the Fed to
borrow the required reserves, or, from another point of view, the interest foregone by leaving money in
non-interest bearing reserve accounts. Currently the Fed enforces certain minimum reserve requirements. A
reserve excess or deficiency is defined as the banks having either an excess of reserves above the required
level or a reserve total that is below the required level. Technically, the concept of the Fed being the only
source of net reserves follows directly from a lag reserve accounting system wherein reserve requirements are
based on deposits from a previous time period. Since reserve requirements are determined by a deposit count
from a previous time period, and reserve accounts do not pay interest, demand for reserves is inelastic.
Increasing or decreasing loans, and thereby deposits, for example, does change future reserve requirements,
but cannot alleviate a current imbalance. Even with a lead system, as the U. In other words, the Fed can only
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react to imbalances by offsetting them. The Fed does not have the option to act proactively to add or drain
reserves to directly alter the monetary base unless it is prepared to accept either a 0 bid interest rate, or an
interest rate coincident with a reserve deficiency at one or more member banks. This is the basis of the concept
of endogenous money, the major theme of Post Keynesian monetary thought. Pkmt survey, Cottrell, pkt
archives Treasury securities, therefore, function not to fund expenditures, but to provide an interest bearing
deposit for non-interest bearing excess reserve deposits. The sale of Treasury securities supports the overnight
interest rate determined exogenously by the Fed. Consequently, the offering of government debt to the private
sector coincident with deficit spending is a necessary condition for the government to maintain a positive
overnight interest rate. The same logic applies to the physical printing of money. A Basic Case of Monopoly
The current monetary system is a classic monopoly with the traditional analysis of monopoly sufficient to
describe all aspects. The government is the monopoly issuer of the dollars needed by the private sector to pay
taxes. Spending by the Treasury and spending by the Fed when it performs offsetting open market operations,
as well as direct lending by the Fed supply the private sector with the needed dollars. In all cases, the private
sector exchanges assets, goods, or services to the govt. The government has the same pricing options with its
money of any monopoly supplier of an absolute necessity. An analogy can be drawn, for example, with an
electric utility monopoly although taxes give the currency monopolist a tool to regulate demand that the
electric utility monopolist does not have. How does the monopolist price his product? There are two options:
Set price, p, and let quantity, q, float, or Set q and let p float. The first option is generally preferred, with a
gold standard or the proposed ELR program two examples of using the first option. However, the government
is currently employing the second option.
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Find the training resources you need for all your activities. Studyres contains millions of educational documents,
questions and answers, notes about the course, tutoring questions, cards and course recommendations that will help
you learn and learn.

Read more Conflicts of objectives Conflicts of policy objectives occur when, in attempting to achieve one
objective, another objective is sacrificed. There are numerous potential policy conflicts, including: Full
employment vs low inflation The conflict between employment and prices is the most widely studied in
economics. If policy makers attempt to undertake job creation by injecting demand into the economy, by
expansionary fiscal or monetary policy , there is a danger that prices will be driven up. This conflict is best
explained by reference to the Phillips Curve. It is likely that the trade-off still exists, despite the UK economy
approaching full employment and prices still remaining stable in recent years. If, through a fiscal or monetary
stimulus of aggregate demand , the economy grows too quickly, aggregate supply may not be able to respond
and prices may be driven up. Economic growth vs a balance of payments As an economy grows, import
spending is stimulated relative to export revenue. Economic growth vs negative externalities Sustainable
growth is defined in terms of the extent to which current economic growth rates do not cause unnecessary
damage to the environment, especially in the future. Economic growth does, of course, generate both
consumption and production externalities , such as rising carbon emissions and global warming, excessive
waste, and the depletion of global fish stocks. Flexibility vs equity In attempting to achieve a flexible
economy, which is one that copes with globalisation , the distribution of income may widen. For example, a
flexible economy can be partly achieved by having a flexible labour market, but to achieve this there may be
an increase in part-time employment and a reduction in worker protection and job security. However, it can
also be argued that, in the long term, a reduction in unemployment associated with flexibility more than
compensates for a rise in part-time work and job insecurity. Crowding-out â€” public sector vs private sector
Crowding-out is another widely studied conflict. The belief in the existence of crowding-out has profoundly
shaped economic policy over the last 20 years. Crowding-out is essentially a conflict between the public and
private sector. For example, public sector borrowing to compensate for market failures and provide public and
merit goods, might drive up long term interest rates and crowd-out private sector investment. Hence, the desire
to achieve short term stability might put at risk the prospects for long term growth. Globalisation and policy
conflicts The rise of globalisation has meant that economic shocks from one part of the world can quickly
spread around the global economy. The recent financial crisis is a case in point. The interconnectedness of the
global economy creates problems for domestic policy makers, as the source of inflation or unemployment may
be the global economy, and outside of the control of domestic governments. Many argue that automatic shock
absorbers , including flexible labour markets, progressive taxes and benefits, and a floating exchange rate, are
critical for the success of a country actively participating in the global economy.
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7: The Federal Reserve, Full Employment, and Financial Stability | Economic Policy Institute
Best Answer: Price stability and full employment are both economic objectives of the government. When an economy
witnesses full employment, spending increases, which causes inflation (price stability).

Posted May 28, at 3: For a number of reasons, it even more vital than ever that these next two nominees be
committed to using all the tools at their disposal including the new ones provided by Dodd-Frank to 1 generate
genuine full employment in the American labor market and 2 rein in financial sector excesses that threaten
economic growth and stability. Targeting full-employment Since roughly the end of , a large majority of
monetary policy observers have agreed that the Fed should focus entirely on boosting economic activity and
employment, and not worry at all about inflationary pressures. This is not the normal state of the world. But
the extreme economic weakness of the Great Recession crushed inflationary pressures and led to a cratering of
economic activity and employment. Now, this large majority for aggressive action in boosting growth and
employment looks to be fracturing , and worries about inflation and recommendations that the Fed stop its
single-minded focus on generating a full recovery are surfacing. These are odd arguments to be making with
the unemployment rate still matching the highest peak it ever reached in the recession and ensuing jobless
recovery, especially considering that the headline unemployment rate has been driven down largely by the 6
million potential workers who are not actively searching for work but who would very likely join the labor
force should job opportunities become less scarce. Importantly, however, this pessimistic argument has not
been bolstered by any evidence showing that wages and prices are rising atypically fast. Indeed, the key
measure of inflation tracked by the Fed has actually been pretty steadily decelerating in recent yearsâ€”which
is normally a sure sign that there is indeed lots of productive slack in the economy. So far, Fed Chair Janet
Yellen has been steadfast in insisting that actual inflationary pressures in the data need to be observed before a
case for Federal Reserve tightening will be entertained, and has managed to keep a large majority in line with
her views on the Federal Open Market Committee FOMC. Given that the economic recovery remains fragile,
that fiscal policy has been a consistent drag on growth in recent years, and that the Fed will be the most
influential policymaking body determining its pace going forward, it is vital that these vacancies be filled by
governors determined to make a full recovery from the Great Recession their top priority, and who will not be
spooked by claims of incipient inflation that just somehow have not shown up in the data. The Fed needs to
become more aggressive in pursuing full employment even after the current crisis This tension between
maximum employment and price stability is, of course, not new. But in recent decades, the weights on the two
prongs of the mandate have been far too uneven, with the pursuit of very low rates of inflation leading to
tolerance of too high rates of unemployment. Throughout much of the s and early s the Fed supported by the
majority of macroeconomists and other policy commenters kept unemployment too high. What do I mean by
too high? Higher than it needed to be to keep inflation in check, and hence too high to generate wage growth
for workers up and down the pay scale. This is a huge issue, and one that progressives cannot take a pass on,
or assume that technocrats will solve. Too many progressive prioritiesâ€”checking the rise of inequality,
reducing poverty, bolstering asset building and retirement security, and allowing for economic mobilityâ€”are
much, much harder to attain when the unemployment rate is 6 to 7 percent versus when it is 4 to 5 percent.
Besides the seven governors, the FOMC also contains the president of the New York Federal Reserve and four
voting members that are drawn on a rotating basis from the 11 remaining presidents of regional Federal
Reserve banks. If one believes reasonably that representatives of the financial sector have different interests
than the rest of the economyâ€”and in particular will be more inflation-averseâ€”then this means that the
FOMC will have a standing bloc of voting members that will push it towards overweighting the benefits of
low inflation. Some recent regional bank presidents like current chair Yellen have, to their great credit, been
the loudest voices arguing for continued action to push the economy back towards full-employment in recent
years. But other regional presidents have been the loudest voices calling for the Fed to scale back its aid to
recovery and worry instead about phantom inflation. This institutional structure of the Fed and the influence of
commercial banks reflects a misguided fear that has been influential in monetary policy circles for decades
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now: A substantial minority of macroeconomists in the 80s and early 90s, for example, marshalled data
arguing that the unemployment rate could indeed go below 6 percentâ€”and significantly below 6
percentâ€”without sparking inflation, and that the Fed should at least be probing lower rates. They were
largely ignored; and yet they were proved correct. When, to his credit, Alan Greenspan pushed to hold off on
tightening in the late s as the economy breached ex ante estimates of the minimum rate of unemployment
consistent with stable inflation the horribly named NAIRU, or non-accelerating inflation rate of
unemployment , the economy delivered the first across-the-board wage increases to American workers in a
generation and delivered no rise in inflation. The theory was that inflation is a terribly powerful force always
trying to find a way into the economy, and the Fed could not afford to give it any opening by allowing
unemployment to fall low enough for workers to have some real bargaining power or to demand wage
increases, because this would set off wage-price spirals that would be costly to rein in. The experience of the
late s and dozens of studies belie thisâ€” inflation rises slowly , not irresistibly, as economies tighten from
very weak conditions, and there is plenty of time to tamp down demand-pull inflation after it begins. But this
maxim about the punchbowl does have some truth to it, and in recent decades the Fed has clearly left the
punchbowl out way too long, causing ugly hangovers all around. Until the Great Recession, the prevailing
theory of the Fed and other financial market regulators was that bubbles were too hard for mere mortals to
spot, and the their fallout could always be cleaned up after the fact by an extended period of low short-term
interest rates. New Fed governors should reject both parts of this argument. First, potential bubbles should be
identified when asset market prices move far out of line of historical experience and fundamentals in markets
large enough to have macroeconomic consequences, and then these bubbles should be addressed by the Fed.
Second, we now know for sure that while macroeconomic policymakersâ€”both fiscal and monetaryâ€”may
have the economic tools to neutralize damage from recovery, the U. To be concrete about this â€” the U. That
is, supporting economic activity and employment often means keeping short-term interest rates low, and some
have argued that low short-term interest rates can help inflate bubbles. In fact, some have argued that low
interest rates following the recession and jobless recovery, which were meant to support activity and
employment, were a key cause of the housing bubble. What it tells us instead is that the Federal Reserve needs
to use a much larger set of tools to manage the economy than just short-term interest rates. Think regulatory
policyâ€”say that the Fed worked with Fannie and Freddie to decrease LTV requirements during the housing
bubble. Or say that in the future the Fed uses asset-based reserve requirements to raise effective interest rates
precisely on asset classes that are displaying bubbly behavior. Or, say that the Fed just engages in jawboning.
Price-to-earnings ratios in were actually not historically out of lineâ€”that speech really should have been
given in , , or Moreover, asset bubbles get momentum, and it takes more than a single speech delivered at a
time when the fundamentals were slightly mixed to push back on this momentum. But, a prolonged campaign
of alerting the public to the fact that prices were hugely out of line with historical fundamentals, followed by
concrete action margin requirements, lowering LTV ratios, ABBRSâ€¦? The coming years will see heated
debates over the proper path the Fed should take. We need to ensure that the Board of Governors are filled by
people who see their constituency as American households and who are practical and evidence-based. In
decades past, the Federal Reserve has been too hard on American workers and too soft on Wall Street. We
need to reverse this.
8: Importance of price stability | Eesti Pank
Monetary policy is necessarily concerned with all the major objectives of economic policy, viz., exchange stability, price
and economic stability, full employment and economic growth. These objectives are, to some extent, in conflict with one
another.

9: Full employment - Wikipedia
Full employment vs low inflation The conflict between employment and prices is the most widely studied in economics. If
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policy makers attempt to undertake job creation by injecting demand into the economy, by expansionary fiscal or
monetary policy, there is a danger that prices will be driven up.
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